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SUMMARY 


Growth in real Gross Domestic Product for 1977 accelerated to the rapid rate 
of 7.7%. A similar growth rate for 1978 should occur, led by the recovery of 
the petroleum sector. Total imports rose dramatically in 1977. Despite the 
heavy foreign indebtedness incurred in 1977, Ecuador remains in a strong posi- 
tion to avoid balance-of-payments constraints to further economic growth. 
Revenues and expenditures of the Government of Ecuador (GOE) for 1978 will 
probably increase over 1977's levels, though at a slower rate. Monetary 
authorities stress the need to employ constraints on credit and money supply to 
avoid undue inflationary pressures. The Ecuadorean sucre, one of the few hard 
currencies in Latin America, strengthened against the dollar in 1977. Texaco 
and Gulf settled disputes with the Ecuadorean Government in 1977, contributing 
to the current generally favorable foreign investment climate. Opportunities 
for construction and sales by U.S. firms continue to abound. The military is 
turning the Government over to civilians, through presidential elections 
scheduled for July 16, 1978. Thus far the process has been running smoothly. 
The leading prospective candidates seem to be favorably disposed towards the 
private sector and foreign investment. 


CURRENT ECONOMIC SITUATION AND TRENDS 


Economic Development 


Ecuador's Gross Domestic Product (GDP) continued to grow impressively during 
1977, despite a lag in the crucial petroleum sector, which in tum restrained 
many public-sector activities. Real GDP grew by 7.7%, following 1976's 7.2% 
gain. Leading the way were manufacturing (accounting for 16.7% of total GDP), 
agriculture/forestry/fishing (21.6%), trade (21%), and construction (5.3%). 


Prospects are good for a similar or even greater expansion of GDP during 1978. 
The petroleum sector should recover in 1978, with a consequent stimulus of the 
public sector. Manufacturing, trade, and construction will probably remain 
strong. Agricultural production in the present year should approach 1977's 
level. 


Petroleum Sector 


Ecuador, the smallest producer in OPEC, first exported petroleum in 1972. Des- 
pite the relative insignificance of Ecuador's petroleum on the world market, 

it dominates economic activity in Ecuador, accounting for a large percentage 
of Ecuador's GDP (over 12% in 1976), export earings (almost 50% in 1976), 
public-sector revenues and total foreign investment. 





Petroleum export earnings for 1977 through December 15 totaled $461.8 million, 
as against 1976's $636 million. Average production of under 180,000 barrels/ 
day through the first 10 months of the year was well below the scheduled rate 
of 210,000 barrels/day. This sharp drop may be attributed to legal problems 
early in the year concerning the ownership of the oil produced by CEPE*in 
place of Gulf, the relatively high export price fixed for CEPE's oil until 
late in the year, shrinkage of CEPE's traditional markets in the U.S. (because 
of the start-up of the Alaskan pipeline and Mexican supplies) and in Chile 
and Peru (because of increased domestic production there), and greater compe- 
tition from the Middle-Eastern countries in supplying crude to Caribbean 
refineries. 


Due to a lack of any significant explorative well-drilling over the last few 
years, Ecuador's known recoverable petroleum reserves have not increased beyond 
1.5 billion barrels. With rapidly increasing domestic consumption, spurred on 
by heavy GOE subsidization of prices of derivatives, Ecuador's ability to 
continue to export significant quantities of petroleum is mainly a function of 
how rapidly new exploration occurs over the near temn. 


The Texaco-G0E $31 million Investment and Work Program signed in December 1977 
presages the first significant new exploration in many years. In return for a 
settlement on all major outstanding operational and financial problems, as well 
as the guarantee of a sufficient future rate of return on investment, Texaco 
agreed to invest some $12 million in the new program. The goal of 210,000 
barrels/day reaffirmed under the new accords, combined with a possible hardening 
of oil prices, should significantly increase Ecuador's 1978 oil export earnings. 
The improved relations between Texaco and the GOE may induce other foreign 
petroleum firms to enter Ecuador. 


The newly-constructed state oil refinery at Esmeraldas began to approach its 
capacity for output towards the end of 1977, covering a large part of Ecuador's 
domestic needs for refined products. Ecuador could become an exporter of 
refined products during 1978. 


The U.S. firm Northwest, which holds a concession for natural gas exploration 
in the Gulf of Guayaquil, and the GE continue their attempts to determine an 
economically feasible use for the gas. Almost all exploration remained frozen 
throughout 1977, but a satisfactory solution may be reached between the two 
parties in early 1978. 


Balance of Trade and Payments 


Total export eamings in 1977 are estimated at about $1.4 billion, only 6% above 
1976's level. Apart from the decline in the value of petroleum exports, coffee 
eamings also declined in 1977 as local production was off and world prices 
softened. These and other declines were slightly more than offset by strong 
advances in exports of cocoa (raw and processed), seafoods, and industrial 
products. 


* Ecuadorean State Petroleum Corporation 





Imports for 1977 (actual basis) totaled approximately $1.3 billion, a strong 
24.5% above 1976. The upsurge may be attributed in part to the ending 
(effective as of the beginning of 1977) of the ban on automobile imports that 
was instituted in mid-1975. Even more, the acceleration seems attributable 
to the strong development of the Ecuadorean economy in 1977, especially the 
industrial sector. Liquidity for the purchase of many import items came 

from the increased money supply, large new external borrowings of the GOE, 
and heavy internal deficit-financing of the central GOE budget. The import 
boom is all the more impressive because it is taking place while imports 
remain under fairly substantial and widespread GOE restraints. So long as the 
boom continues, there will probably be no further loosening of the restraints. 


Ecuador exported $582.1 million worth of goods to the United States during 
the first 11 months of 1977 (up 22.3% over the comparable 1976 period), and 
the U.S. exported items valued at $497.5 million to Ecuador during the same 
period (up a hefty 33.7% over the comparable 1976 period). The U.S., one of 
the few countries with which Ecuador enjoys a sizeable trade surplus, remains 
the major trading partner of Ecuador in both directions. 


Ecuador has had a balance-of-trade surplus every year since the start of the 
oil boom in 1972, but experienced a significant narrowing of that surplus in 
1977. After reaching $259.3 million in 1976, the 1977 surplus is estimated at 
$80 million. 


Historically, Ecuador attains a net outflow or rough equilibrium in its 
current-account balance, while achieving a net inflow in its capital account. 
Preliminary results for the 1977 balance of payments hold to this nomm, leading 
to a favorable net balance of payments estimated at $130 million, dow signi- 
ficantly from 1976's $180 million. 


During 1977 Ecuador contracted unprecedented loans from abroad--well above $1 
billion, which was far more than the entire indebtedness of the country at the 
end of 1976. In view of the modest external public debt of $540 million at 
the end of 1976 (most of which was long-term), along with the exceptionally 
low (in Latin America) debt service ratio (annual earnings from export merchan- 
dise and non-factor services as a percentage of the external public debt) of 
6.8% for 1976, it can be argued that Ecuador had ample capacity to borrow as 
it did to meet its great needs for infrastructure projects which will further 
fuel the economy. Most of the 1977 borrowings were of a long-term nature, an 
important factor in Ecuador's scheduling of the repayments. Ecuador's short- 
term financial position remains strong, with net international reserves at 

the end of 1977 close to $546 million (equal to about five months of imports). 
The country's long-term financial soundness will depend on whether Ecuador 
uses the borrowings for productive works with relatively short start-up times, 
and whether petroleum production increases sufficiently to provide the capital 
for repaying much of the recent loans. 





Apparently there was a slowdown in late 1977 in the amount of external indebted- 
ness being incurred. In September the Monetary Board passed a resolution 
forbidding public entities to contract foreign financing for the internally- 
procured components of any project. The Central Bank recently prepared a study 
estimating Ecuador's capacity for contracting additional indebtedness in 1978 
at $395 million. If that estimate is heeded, Ecuador should remain 
in an enviable financial position for same time to core. 


Fiscal Performance 


Ecuadorean fiscal authorities tend to make use of deficit financing. Central 
GOE revenues and expenditures (excluding National Participation Fund and 
National Development Fund) for 1977 are estimated at roughly $852 million and 
$972 million, respectively, representing a jump of about 41% for each above 1976. 
The increased outlays were largely for infrastructure works and, more than is 
usual, military purchases. Education and defense continued to lead in alloca- 
tions. 


The initial GOE 1978 budget was set at $972 million for expenditures and $888 
for revenues. The budgeted deficit of $84 million compares favorably with 
1977's estimated deficit of $120 million. Generally, however, actual deficits 
are higher than the budgeted objective. 


Money Supply, Credit Availability and Inflation 


A primary GOE monetary policy in 1977 (which is being continued) was to reduce 
the rate of growth of money supply, and of certain credit flows, in order to 
ease pressures on prices and the balance of payments. The policy succeeded: 

in 1977, money supply grew by an estimated 8%-9%, and Central Bank credit by 
about 9%-10%, well below the 38% and 12% increases, respectively, registered 
in 1976. This helped greatly to hold down the general rate of inflation in 
1977 to 12.3%, slightly under 1976's 13.5%. The GOE's other 1977 policies to 
hold down the rate of inflation included a tough stance against wage increases, 
the liberalization of import curbs, and price controls on a number of key 
staples. 


If not for the restraint on growth of money supply and credits, imports 
would undoubtedly have risen even more during 1977, and thus created problema- 
tical pressure on the balance of payments. 


For 1978, the Central Bank has announced policies of continuing to hold down the 
money growth rate, extending greater credits to export-oriented sectors, slow- 
ing down the resort to new foreign indebtedness, and channeling a greater dis- 
tribution of credit resources outside the major centers of Guayaquil and Quito. 


Since the last devaluation in 1970, the official rate of exchange has 
remained at 25 sucres for 1 dollar. The sucre has been one of the strongest 





currencies in Latin America, largely reflecting the petroleum boom. Foreign 
companies which register their capital with the Central Bank may repatriate 
funds at the official rate with no undue delays. Under Ecuador's laws, a 
foreign company may take out each year an amount of profits equivalent to up 
to 20% of its registered capital. 


The official exchange market, handling roughly two-thirds of all international 
financial transactions, is used mainly for trade. An officially-recognized 
free market clears transactions for invisibles and capital movements. Free- 
market monetary exchange in either direction remains unrestricted, in sharp 
contrast with many South American countries. Occasionally the Central Bank 
intervenes in the free market to bolster the sucre if and as necessary. The 
Bank has intervened only on the very rare occasions when the exchange rate to 
buy one U.S. dollar has risen above 28 sucres; usually, during 1977 and at 
present, the rate has hovered between 26 and 27. 


Income Distribution, Wages, and Employment 


Wages in the public and private sectors over the past two years have not 
increased in pace with the rise in the cost of living. The general minimum 
wage level, last raised in January 1976, is about $60/month. A number of manda- 
tory fringe benefits (including social security, profit sharing, end-of-year 
bonuses) raise the real wage rate to about 60% more than the nominally fixed 
wage. Labor union members account for no more than 10% of a total labor force 
of about 2.4 million. Hard figures on unemployment and underemployment are 

not readily available, but presumably a significant under-utilization of labor 
prevails in the country. 


Investment Climate 


The previously mentioned GOE-Texaco agreements, ending years of disputes between 
the GOE and foreign oil companies, have significantly warmed the local invest- 
ment climate. GOE's current policies toward foreign private investment can 
generally be described as favorable and forthcoming. In only a few sectors 
does the GOE require majority control to be held by Ecuadorean public or private 
investors. 


Infrastructure Opportunities 


The outgoing military administration is expected to make every effort to push a 
wide number of infrastructure projects before it gives way to an elected 
civilian Government this summer. The civilian administration presumably will 
wish to give fresh impetus to current projects and some of its own. The 
current year should therefore be an exceptionally active one for construction. 


IMPLICATIONS FOR THE UNITED STATES 


Ecuador, now in the top ten Latin American markets for U.S. exports, should 
continue to be one of the fastest-growing markets in the Western Hemisphere 





for several years to come. The Ecuadorean market is growing even more rapidly 
for U.S. suppliers as a result, in part, of the recent weakening of the U.S. 
dollar, which is making U.S. products increasingly price-competitive. 


The GOE has become concerned about its large trade deficit with Europe and 
Japan. Enjoying a substantial surplus in trade with the U.S., the GE is 
making no effort to restrain the dominant role played by the U.S. in Ecuador's 
imports and exports. 


American products are generally preferred in the local market because of 
quality, durability, rapid delivery, good follow-up servicing, and easy accessi- 
bility to spare parts. Strong opportunities for U.S. sales of materials, 
equipment, and consulting/supervising services are arising from the infrastruc- 
ture boom cited above. 


U.S. firms should not be complacent about their opportunities for doing 
business in Ecuador, however, as European and Japanese suppliers are intensify- 
ing their efforts to capture a larger share of the Ecuadorean market. 


The generally favorable investment climate in Ecuador should prove inviting to 
U.S. firms. 
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